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The Public Accountant Looks at Internal Auditing
By RICHARD H . GROSSE

Partner, Pittsburgh Office
Presented before the American Management Association Finance
Orientation Seminar, New York--September 1957, and before a joint
meeting of The Institute of Internal Auditors and the Pennsylvania
Institute of Certified Public Accountants, Pittsburgh — October 1957

In my discussion today I should like to relate my experiences and
observations in certain broad areas which affect the internal auditor and
the public accountant by proposing these questions:
• What rôle does the internal auditor play in the public accountant's
audit?
• Why has there been an increasing significance of internal control?
• In what areas can we coordinate the procedures of internal auditor and
public accountant?
• What can we do to elevate the professional status of the internal
auditor?

W H A T R Ô L E DOES T H E I N T E R N A L AUDITOR P L A Y
IN T H E PUBLIC A C C O U N T A N T ' S AUDIT?
Although the public accountant is continually expanding his field and
specializing more and more in taxation, management advisory services,
operations research, etc., he still spends most of his time in making audits
which will enable him to render a certificate with respect to financial statements of business enterprises.
So before we have the public accountant look at the internal auditor
suppose we have the internal auditor look at the public accountant and
his "official" literature on the subject.
One of our well-known textbooks on auditing has this to say about
internal auditors:
"In large well-organized concerns having a staff of internal auditors
devoting their entire time to the examination of original records and
related matters, the tests made by the professional auditor may be
considerably curtailed. In such instances the professional auditor
should review the scope of the work of the internal auditing staff,
including any reports that may be prepared as a result of such
work, and take into account in deciding upon the scope of his own
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examination. But it seems that in no event should the tests of the
original records made by the professional auditor be eliminated
entirely, no matter how thorough the work of the internal auditing
staff may appear to be."
In a typical internal-control questionnaire as used by public accountants you will usually find a reference to internal auditors something along
this line:
"Is there a separate internal auditor or internal auditing department?
(Briefly describe any such arrangement.) The duties of the internal
auditor should be separated from routine accounting and custodial
activities. He should be independent of the persons responsible for
keeping accounting records and having custody of assets. Preferably, he should have a regular program of work, and should prepare
reports on the work done. There should be a follow-up on criticisms,
irregularities, etc. developed by him."
It is also interesting to note that in 1947 Rule 2-02 of Regulation S-X
of the Securities and Exchange Commission included the following:
"In determining the scope of the audit necessary, appropriate consideration shall be given to the adequacy of the system of internal
check and control. Due weight may be given to an internal system
of audit regularly maintained by means of auditors employed on the
registrant's staff. The accountant shall review the accounting procedures followed by the person or persons whose statements are
certified and by appropriate measures shall satisfy himself that such
accounting procedures are in fact being followed."
In its 1950 revision of Regulation S-X, in Rule 2-02, it is required that
the "accountant's certificate shall state whether the audit was made in
accordance with generally accepted auditing standards. . . ." In other
words, the Commission expects the accountant to adhere to generally accepting auditing standards which necessarily includes consideration of a client's
system of internal control.
In 1954 the American Institute of CPAs published the booklet
"Generally Accepted Auditing Standards — Their Significance and Scope —
A Special Report by the Committee on Auditing Procedure." Among other
things, the report had this to say about internal auditors:
"Where an internal auditing department exists, the independent auditor
very properly accords that fact appropriate weight in selecting and
applying his auditing procedures. The advantages of strong internal
auditing departments are becoming better recognized by many
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concerns of sufficient size to warrant maintaining such an organization. It may be appropriate, however, to insert here a word of
caution.
"Internal auditing departments are an important part of the system of
internal control, particularly where a concern has numerous plants
or offices. The work of the internal auditor reduces the volume of
testing and checking required of the independent auditor. However,
the objectives, purposes, and points of emphasis of the two are by
no means parallel. A n internal audit stresses particularly the
accuracy of the bookkeeping records, the fact that they conform
with standard accounting procedures of the concern, and the discovery of irregularities and possible shortages.
"The independent auditor also has these matters in mind but they are
not his primary objectives. He concerns himself more particularly
with the soundness of the judgments of the management as reflected
in the financial statements and their conformity with generally
accepted accounting principles and conventions. Furthermore, one
of the safeguards of an independent audit is the fact that it is made
by those independent of the concern under examination. For the
reasons stated, an internal audit, however efficient, cannot be
considered as a substitute for the work of the independent auditor."
Thus it may be concluded that our literature seems to emphasize that
internal auditing is an element of internal control. On the other hand,
developments in internal auditing have done more to reduce the extent of
the tests made by the public accountant than to change the nature of his
procedures. However, by coordinating the activities of the internal auditor
and the public accountant there are many areas that will be of benefit to
both groups. I intend to discuss these later.

W H Y HAS T H E R E B E E N A N INCREASING SIGNIFICANCE
OF INTERNAL CONTROL?
A special report by the Committee on Auditing Procedure, published
by the American Institute of CPAs in 1949, stated that the constantly
expanding recognition of the significance of internal control may be
attributed to the following factors:
The scope and size of the business entity has increased to the point
where its structural organization has become complex and widespread. To control operations effectively, management must depend
on the reliability of numerous reports and analyses.
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The primary responsibility for safeguarding the assets of concerns and
preventing and detecting errors and fraud rests on management.
Maintenance of an adequate system of internal control is indispensable to a proper discharge of that responsibility.
The protection which a properly functioning system of internal control affords against human weaknesses is of paramount importance.
The check and review inherent in a good system of internal control
reduces the possibility of errors or that fraudulent attempts will
remain undetected for any prolonged period; it also enables management to place greater confidence in the reliability of data.
It is impracticable for public accountants to make detailed audits of
most companies within economic fee limitations. Furthermore, a
subsequent examination cannot be regarded as a substitute for the
exercise of proper controls in the actual handling of transactions.
Occasionally internal auditors as well as public accountants encounter
a situation where it is difficult to get management to correct certain weaknesses in the system of internal control. Perhaps it is well for us to remember some of the points brought out in the foregoing factors which could be
used in convincing management that our recommendations should be
adopted.
In other words, the primary responsibility for safeguarding assets and
preventing fraud rests on management; a good system has a psychological
effect in preventing fraudulent acts; an audit is not a substitute for good
internal control; and finally, audit fees could be reduced by improving the
system of internal control.

IN W H A T A R E A S C A N W E C O O R D I N A T E T H E PROCEDURES
O F I N T E R N A L AUDITOR A N D PUBLIC A C C O U N T A N T ?
It is interesting to note that The Institute of Internal Auditors was
organized in 1941 and I understand that at their first regular meeting the
subject of discussion was "Coordinating Internal and External Audits."
Since then many papers have been written and much discussion has been
held on the same subject under various titles.
It is my impression that in too many cases the controller's department,
the internal auditing staff, and the independent public accountants do not
always have a clear common understanding of our respective goals.
Today many companies have large and well-organized internal audit
departments, which have adopted elaborate procedures and systems. Other
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companies have reached the point where they are thinking about creating
such a department, and some companies may have only one person who
has the title of internal auditor; Regardless of the size of your internal
auditing staff I plan to present to you some observations which I hope will
be helpful in coordinating our activities.
Rather than devote a lot of time to discussing the desirability of
coordinating and correlating the work of the internal auditor with that of
the independent public accountant, I should like to describe about a dozen
or more of my observations as a public accountant. These may appear to
be unrelated to one another but I hope they will help us all toward our
objectives.
1. Public accountants are usually appointed early in the year by the
stockholders, board of directors, or auditing committee. This is
an ideal time for the controller, internal auditor, and public
accountant to have their first meeting to outline the plans and
procedures for making the audit. A n early start also gives the
public accountant an opportunity to plan his preliminary work
as well as the work to be done by employees of the company.
2. It is an old-fashioned myth that public accountants have magic
formulas that they use in detecting defalcations and discovering
irregularities. It is true that a good public accountant is trained
to develop fraud-sense and by experience learns to recognize
danger signals in connection with his work. But fundamentally,
as he states in his certificate, his audit is based on generally
accepted auditing standards. The extent to which he makes his
tests is governed by his evaluation of the system of internal
control. If, year after year, he is required to perform an excessive
amount of work in some particular department or on some phase
of the audit because of a weakness in the internal control, something should be done about it. And having the public, accountant
or the internal auditor do some additional checking or verifying
is not a cure for some weakness in the system of internal control.
So, somehow we must convince management that the letters and
reports written by internal auditors and public accountants on
weaknesses and recommendations for improvement are important
and must be heeded.
3. Although we are making progress, there are still a few controllers
who will not admit that the financial statements and the accompanying footnotes are representations of the company, and not of
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the independent public accountants. Much time of the public
accountants can be saved if the controller's department will recognize the responsibility of drafting the statements and footnotes.
But more important, if the controller's department and the
internal auditing staff are constantly "statement-and-footnote
conscious" they will become more aware of any implications that
may arise in connection with the negotiation or drafting of new
agreements, contracts, etc. The same thought applies, of course,
in connection with tax returns and reports required by the Securities and Exchange Commission and other regulatory bodies. In
other words, it is necessary to keep in mind at all times all the
rules and regulations not only in setting up the entries in the
books but in anticipating report requirements as well. Furthermore, I cannot overemphasize the wisdom of consulting with
your independent public accountants on all these matters during
the year as they arise. Much time and grief can be avoided if this
is done instead of waiting until the books are closed and the
printer is waiting for approval of the final proof.
4. Much time is spent by internal auditors and public accountants in
making excerpts of minutes of meetings, important contracts,
leases, etc. Today reproduction equipment is as common and
almost as plentiful as the typewriter in most offices and departments of large corporations. So it seems that our job is to get the
right people into the habit of making copies of such documents
for our use. Not only is it a waste of time in most cases to make
excerpts, but it could be dangerous. The person making the
excerpts could misinterpret or omit certain requirements and provisions, and the reviewer would be handicapped by limiting his
review to meager excerpts.
5. In connection with every audit public accountants make what is
sometimes called an Analytic Review.
In an audit we go no farther in systematic auditing than to test the
original records, so that there is a considerable part of the period
that is not covered by the systematic audit of transactions. It is
therefore necessary to supplement the audit tests by review of
transactions for the entire period. As a matter of fact, it is more
logical to regard the systematic audit tests as superimposed upon
the general analytic review than to regard the review as supplementing the audit tests.
125

At all events, the analytic review of operating accounts is regarded
as fundamental and indispensable in any engagement where the
report is to include, and the certificate to cover, a statement of
income and surplus — or any of its variants — regardless of the
existence or absence of internal control.
The procedure in making an analytic review of operating accounts
can be outlined only generally. It means subjecting each detail
operating, income, profit and loss, and surplus account to rigid
scrutiny, and to some extent to detailed analysis, in an effort to
prove its substantial correctness as far as practicable without
systematic audit of the transactions. Such review and analysis
calls for the exercise of a high degree of judgment and discrimination.
In discussing this phase of the audit with our staff accountants we
are continually stressing that we do not require voluminous working papers. If the controller's department and internal auditor
make an analytic review of the operating accounts each month
it can readily be seen that if their findings are made available to
the public accountant — especially during preliminary work —
much time can be saved. Even more important, you can probably render a greater service to management if your findings are
available currently, thus enabling them to modify operating policies immediately, if necessary.
6. The public accountant can place greater reliance upon the work
performed by the internal auditor if the following conditions
prevail:
the independence of the internal auditor has been recognized
because he is not under the jurisdiction of the department
he is auditing;
a comprehensive written program is available;
working papers are available, and are not too sketchy to substantiate the work that apparently was done;
the internal auditor has written a report covering his examination;
the internal auditor and the public accountant have been given
the opportunity of meeting each other in person.
7. In too many cases internal auditors are merefigure-checkers.There
may be several reasons:
He probably should not have been hired for the job in the
first place. He may lack the proper educational background
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or he may not be temperamentally suited for internal auditing. Perhaps too much emphasis was placed on price rather
than quality when he was employed.
His progress was not properly evaluated. Today public accounting firms seek to employ the best graduates from the better
schools all over the country. But many an accounting major
with good grades has been "washed out" within a year or
sometimes less when it is finally determined that he was not
suited for public accounting. The internal auditing profession cannot afford to take a lesser stand.
His duties and responsibilities were not properly outlined and
explained.
8. Frequently internal auditors check too much detail. If the internal
auditor is of competent caliber but such a condition nevertheless
exists, we have an unfortunate situation. However, steps should
be taken immediately to correct it. Proper supervision and review
of his work should help to avoid a future recurrence of this
weakness. Setting a time-budget is also helpful in cutting down
on the time spent in checking too many details.
9. You are not going to help the morale of your internal-audit staff
if you permit your public accountants to use them as junior
clerks in making the annual audit. One objective to be sought in
coordinating the work of the internal auditor with the public
accountant is the hope that your public accountants will improve
the auditing techniques of your internal auditors.
10. Although the internal auditor need not be a systems-and-procedures
expert, he should be systems-and-procedures conscious. For he
is the one who can combine the audit of detailed transactions
with a simultaneous review of the efficiency of the system, if only
he has the necessary imagination and the background.
11. We still have difficulty in convincing some clients that a file clerk
can save many dollars in professional fees. Too much time is
spent by internal auditors and public accountants in pulling
vouchers, sorting checks, and performing other clerical duties.
Another reward not to be overlooked in assigning clerks to this
work is that the vouchers will be filed where they should be after
the auditors have left the job.
12. Just recently I read an article in which the author made this statement: "It has been variously estimated that it takes a trained
accountant 70 per cent to 90 per cent more time to write his127

torical facts and figures on paper than it takes him to check the
same facts and figures." I would not for a moment question the
validity of these percentages, but I am sure that we will all agree
that analyses prepared by regular employees will be less costly
than analyses prepared by internal auditors and public accountants.
13. Internal auditors are in an excellent position to use the continousaudit approach. In other words, they are not necessarily concerned with auditing all assets and liabilities of all branches,
units, or subsidiaries as of the fiscal-year date. By early and
proper planning they could then make themselves available to
assist in preparingfinancialstatements at the year-end date. This
would be particularly helpful in those instances where there are
many units and the home office may have difficulty in classifying,
interpreting, and reclassifying information for combined or consolidatedfinancialstatements.
More important, however, would be the rôle the internal auditor
could play subsequently by attempting to minimize inconsistencies
in the handling of similar transactions at the various units.
14. Internal auditors can be very helpful in developing outlines of procedures in the various departments of exceptionally large corporations. Public accountants usually create permanent carryforward files and such outlines would be helpful in completing
these files and keeping them up to date. Examples would be the
purchasing department, the sales-order department, the credit
department, etc.
15. Internal auditing manuals are not as prevalent as they should be. In
many cases this may be owing to the fact that the company may
have started out in a small way, say, with only one internal auditor, and now may have four or five internal auditors — but no
internal auditing manual. Public accountants would like very
much to review your manual and give you the benefit of their
experience.
16. As my last point on coordination I should like to mention just
briefly the many obvious areas in which the combined efforts of
the internal auditor and the public accountant usually result in a
better job for less cost:
Where there are many branches the internal auditors may
examine some and the public accountant may examine
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others. However, it may be well to keep a running record
on this approach and to provide for proper rotation.
With respect to the physical taking of inventories, combined
forces will result in broader and more effective coverage.
Confirmation of receivables.
Payroll tests (including distribution of checks).
Periodical surprise cash counts and reconcilement of bank
accounts.

W H A T C A N W E D O T O E L E V A T E T H E PROFESSIONAL
STATUS O F T H E I N T E R N A L AUDITOR?
You may have noted that in my discussion up to this time I have
attempted to point out that the internal auditor is not a mere figure-checker
and that his procedures and techniques should be directed to the higher
levels of auditing. Let us consider the following propositions with the hope
that they may be helpful in gaining for the internal auditor better recognition in today's business world:
• Internal auditors should spend their time in auditing rather than in
clerical work. The public accountant can be helpful in this respect
by inviting the attention of management where this situation does
not exist.
• Many companies have created audit committees, usually represented
by nonmanagement members of the board of directors. Such committees are helpful to the public accountant, especially in those
situations where there may be an important difference of opinion
between management and the public accountant. Such committees
are usually anxious to learn about deficiencies in internal control,
or about recommendations by the public accountant for improving
internal control.
Why shouldn't the internal auditor be afforded the same opportunity
as the public accountant?
• Internal auditors should be permitted to report to top management
when circumstances warrant it.
• The internal auditor should be afforded the opportunity to consult with
the public accountant at all times for the purpose of coordinating
his procedures, policies, and methods of operation with those of the
public accountant. He should do this if for no other reason than
to get a fresh look or an outside point of view. For example, if the
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internal auditor has been assigned to look into the possibilities of
electronic equipment, why shouldn't he be permitted to consult with
the public accountant who is specializing in the uses of electronic
equipment?
The public accountant should not be permitted to use the internal
auditor as a junior assistant or merely for his own convenience.
Management should acquire the habit of conferring with the internal
auditor and the public accountant before entering into important
loan agreements, lease agreements, and government contracts.
Only by employing the best men can we hope to elevate the professional status of the internal auditor. However, it is also necessary
to review on a continual basis the entire personnel of the internalaudit staff. Men who do not show potential for further advancement should not be retained as permanent juniors. On the other
hand, men who show promise of future development should be
rewarded not only financially but by the assignment of greater
responsibilities.
Admittedly, there is no substitute for on-the-job training, but there
must be more than this. In public accounting on-the-job training
plays a most important rôle in the training and development of staff
men. But this is supplemented by indoctrination courses, refresher
courses, technical sessions for juniors, seniors, and managers. Our
professional societies are continually furnishing us with literature,
bulletins, courses, and planning seminars. Internal auditors cannot
afford to do less.
Public accountants should be willing to cooperate in the training of
outstanding young men who have decided to make internal auditing
their career. A couple of years of diversified public accounting
experience will provide a broader foundation for such young men.
Such an arrangement might attract more outstanding young men
to your profession in those states where public accounting experience is a requirement to sit for the CPA examination.
Public accountants should be invited to attend more technical sessions
of internal auditors, and, of course, internal auditors should be
invited to attend more technical sessions of the public accountant.
By acquiring a better understanding of each other's problems as well
as our common problems, everyone will benefit.
There must be some long-term planning. You may be familiar with
the report that was recently issued by the Commission on Standards
of Education and Experience for Certified Public Accountants.
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Briefly, the Commission's basic recommendations, as long-range
goals, for the preparation of individuals for entry in the profession
as CPAs, are:
College graduation
A qualifying examination
A professional academic program
An internship program
The uniform C P A examination
Internal auditing being a younger profession than certified public
accountancy, it may be argued that such thinking would be premature —
but I wonder.
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